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STATEMENT OF THE CASE

This is an appeal from a judgment for appellee, de-

fendant below, in a suit brought by appellant to re-

cover stamp taxes assessed and collected on the asserted

transfer by appellant's stockholders of the right to re-

ceive 198,500 shares of appellant's capital stock.



Briefly the facts were as follows: On November 16,

1928, when appellant's entire outstanding stock was

1500 shares, appellant declared a stock dividend of

198,500 shares, distributable to stockholders of record

on November 20, 1928. On November 19, 1928, the

stockholders transferred their 1500 shares to voting

trustees. The following day appellant issued 198,500

shares to the voting trustees as a stock dividend. The

tax was assessed and collected on the theory that the

transfer of 1500 shares on November 19 constituted

a transfer of the right to receive 198,500 shares within

the provisions of the Revenue Act of 1926.

The argument in appellant's brief to support the

contention that there was no transfer of the right to

receive 198,500 shares is based upon the fundamental

ground that on November 19, the time of the only

transfer which was made, there was not in existence

any "right to receive" the 198,500 shares later issued.

That argument in turn rests upon two general proposi-

tions, as follows:

(a) In the absence of a contractual duty resting

upon the corporation to issue stock as a stock dividend,

the mere declaration by a corporation of a stock divi-

dend does not create the right in the stockholders or

anyone to receive the shares by way of dividends, and



the corporation is free, up to the time that the dividend

is actually distributed, to rescind the declaration with-

out liability; and

(b) In the present case there was no contractual

obligation by which appellant bound itself to issue

stock as a stock dividend.

From those two propositions it follows that when

a stockholder transfers his stock in the interval between

the time of declaration by the corporation of a stock

dividend and the time of distribution by the corpora-

tion of the stock dividend, there is no transfer of any

"right to receive" the stock thereafter issued to the

transferee of the original stock.

The brief of appellee endeavors to show that we

are in error in both of our assertions, with the conse-

quence that we are in error in our conclusion that

there was no transaction subject to tax. The argument

of counsel on the two subjects is followed by citations

of some decisions in cases arising under the section of

the Revenue Act involved in this case.



Right of a Corporation to Rescind Declaration

of a Stock Dividend.

In controverting our assertion on this question,

counsel first dismiss, with little attempt to distinguish,

the authorities which we cited to support our position.

Thus, counsel would distinguish Staats v. Biograph

Company, 236 Fed. 454, because, so counsel say, "in

that case the stock dividend was not, as in the instant

case, 'fully paid and nonassessable' " (Appellee's Brief

p. 10). The resolution in this case declaring the stock

dividend recited that the shares to be issued would be

"fully paid and nonassessable" (Record p. 80), and

the statement of facts in the Staats case does not show

that the resolution there involved contained a similar

recitation. But the facts in the Staats case do show

that at the time of the declaration of the stock divi-

dend the corporate surplus was in excess of the par

value of shares covered by the declaration of the stock

dividend. In those circumstances stock issued by way

of a stock dividend would have been as a matter of

law "fully paid and nonassessable." This is the neces-

sary consequence of the rule that a stock dividend is

valid if the true value of the corporate surplus at the

time of the declaration equals or exceeds the par value
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of the stock dividend. 11 Fletcher, Cyc. Corp. (Perm.

Ed.) Sees. 5360, 5361, pp. 899-904. Consequently the

Staats case cannot be distinguished because the resolu-

tion may not have recited the conclusion of law that

the stock when issued would be fully paid and non-

assessable.

After that suggestion of a distinction between the

authorities which we cite and the case at bar, counsel

cite Grants Pass Hardware Company v. Calvert, 71 Or.

103, 142 Pac. 569, as authority contrary to the propo-

sition we asserted. Counsel would leave the impression

that the Grants Pass case denies the right of a corpora-

tion to rescind the declaration of a stock dividend

prior to distribution thereof. The case is not authority

for that proposition.

The Grants Pass case involved two issues of stock

to stockholders. The facts of each issue were substan-

tially the same. The corporation had accumulated

earnings available for dividends. Dividends were de-

clared but instead of paying the dividend in cash the

corporation credited the account of each stockholder

on the books of the corporation with the amount of his

share of the total dividend. Simultaneously, stock

theretofore authorized and unissued was issued to the

stockholders, and an amount equal to the par value of



the stock issued to a particular stockholder was

charged against the account of that stockholder on the

books of the corporation. It will thus be seen that the

stock so issued was in fact paid for at the full par

value, and the Oregon court so indicated in its opinion.

Years later the corporation, in a suit which involved

no rights of creditors of the corporation, attempted to

rescind the issue of the stock. The court denied the

requested relief. The court discussed the rights of a

corporation on the assumption, which was contrary to

the fact, that the stock had not in fact been paid for.

The court held that even on that assumption, since

the rights of no creditors were involved, the issuance

by a corporation of its stock for less than par could

not be set aside.

In the Grants Pass case the declaration of the

dividend, the credit of the dividend to the stock-

holders' accounts, the issuance of the stock, and

the charge therefor against the stockholders' ac-

counts were simultaneous. The fact is that before the

event the stockholders had no right to corporate profits

not yet covered by a dividend declaration (11 Fletcher,

Cyc. Corp. (Perm. Ed.) Sec. 5325, p. 799), and after

the event they owned additional stock. The net result

was similar to a declaration and distribution of a stock



dividend. If we consider the case as though a stock

dividend had been declared and distributed, the result

of the case would support the rule that after a stock

dividend is distributed and in the possession of the

stockholders the corporation may not rescind its ac-

tions and compel the stockholders to surrender their

stock. The case is not opposed to the proposition we

assert that after the declaration of a stock dividend

but before it is distributed the corporation may with-

out liability rescind the declaration and refuse to issue

additional stock.

The only other authority which counsel cite in this

subdivision of their brief is Smith v. Schmitt, 112 Or.

687, 231 Pac. 176 (see Appellee's Brief p. 12). We
do not know what conclusion counsel would have the

court draw from that case. Smith v. Schmitt held that

if stock of a corporation is issued for a consideration

less than its par value, the stockholder, at the suit of

a creditor of the corporation, may be compelled to pay

the difference between the par value and that amount

initially paid by him. Smith v. Schmitt, which applies

a rule almost axiomatic in corporation law, has no

bearing on the questions involved in this case.
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Appellant Was Not Obligated by Contract to Issue the

Shares by Way of a Stock Dividend.

The lower court, in its conclusions of law (Record

pp. 106, 107), determined that appellant was obli-

gated to issue the shares by virtue of two written in-

struments, one an agreement dated November 2, 1928

(Record pp. 25-41), and the other the voting trust

agreement dated November 15, 1928, to which appel-

lant was not a party (Record pp. 46-78).

We have shown why we believe that the court's

conclusion of law that the voting trust agreement of

November 15, 1928, obligated appellant to issue the

198,500 shares was erroneous (Appellant's Brief pp.

25-27). Appellee's brief does not controvert our argu-

ment or attempt to sustain the court's conclusion as to

the effect of the voting trust agreement. We assume

that counsel are prepared to concede error in that

respect.

In asserting that appellant was obligated by con-

tract to issue the shares by way of a stock dividend,

counsel rely entirely on the agreement of November

2, 1928.

Without any attempt to analyze the agreement of

November 2 to determine precisely what each one of



the three parties thereto promised to do, counsel state

that "all of the parties agreed that the capital stock

would be increased from 1,500 shares to 200,000

shares by the issuance of a stock dividend to the then

shareholders," and then add that "all of the provisions

of the contract were ratified and approved by tax-

payer corporation" (Appellee's Brief p. 13). From

those statements counsel conclude that appellant was

bound by the contract to declare and issue the stock

dividend.

A simple illustration will, we believe, show why

counsel's argument is fallacious. Let us assume that

A as one party, B as a second party, and C, a cor-

poration, as third party, enter into a written agree-

ment. By its terms A promises to do certain things,

B promises to do other specific things, and C, the cor-

poration, promises to do certain other things. The

board of directors of C ratifies and approves the agree-

ment and authorizes execution thereof by its officers.

It must be evident that the execution of the contract

by C, even with the express approval of its board, obli-

gates C to perform no acts other than those which by

the agreement it promises to perform. Execution by C

does not impose on C the duty to perform the acts

which by the agreement A and B promise to perform.
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That is the precise situation in the case at bar.

The stockholders as individuals were parties of the

first part to the agreement of November 2, 1928.

Blyth, Witter & Co., the banker, was the party of the

second part, and appellant corporation was the party

of the third part. Each of the three parties promised

to do specific things. Appellant promised to do four

things (see Appellant's Brief pp. 5-6), but the prom-

ises of appellant did not include a promise that it

would declare a stock dividend or a promise that it

would issue additional shares.

The stockholders, as parties of the first part, prom-

ised that they would "cause" appellant to do certain

things and as long as they were the owners of the en-

tire stock they were able to perform; but appellant by

joining in the contract and promising to do four spe-

cific acts, did not obligate itself to perform the prom-

ises of the stockholders any more than it obligated

itself to perform the promises of the banker.

At pages 15 and 16 of appellee's brief counsel

argue as follows:

"We believe that taxpayer corporation was

bound by contract with its shareholders and with

the bankers to perform all acts necessary to bring

about the reorganization and recapitalization

agreed upon on November 2, 1928. The bankers
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certainly would not have gone into the transac-

tion and bound themselves by contract if they had
thought for a moment that taxpayer corporation

could withdraw from the contract and refuse to

issue the stock. Likewise, the stockholders must

have known and relied upon the fact that tax-

payer corporation would not and could not step

out of the picture and leave them confronted with

a damage suit. They made certain that the cor-

poration would comply and they protected them-

selves, even though some new intervening stock-

holders might gain control, by making the cor-

poration a party to the agreement and causing it

to ratify 'all the provisions thereof.'

The fact is that the banker and the stockholders

recognized when the agreement was drafted that the

promises of the stockholders furnished the necessary

assurance to the banker and to each of the four indi-

vidual stockholders that the plan would be carried out

only if the stockholders continued to hold all the stock

and were able to act as a group. The agreement itself

shows that assurance was then required that the stock-

holders as a group maintain their position of control

and that no stockholder be in a position to dispose of

his stock or refuse to perform his promises and thereby

upset the whole plan.

That assurance was obtained by paragraph (15) of

the agreement of November 2, which provided for the
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deposit by the stockholders of all of the stock then

held by them with a trustee empowered to administer

the stock to the end that the promises of the stock-

holders would be performed (Record p. 39). The

stock was not in fact so administered by the trustee and

the plan was in fact finally carried out without resort

to the machinery provided in paragraph (15) (Record

pp. 85-88).

But the inclusion of paragraph (15) effectively

answers the argument of counsel quoted above and

demonstrates, we believe, that the corporation itself

was not obligated by the agreement to do more than it

specifically promised, and that the other parties did

not contemplate that the corporation itself was bound

to do more than fulfill its four specific promises. In

particular, since the corporation did not promise to

declare the stock dividend and distribute additional

stock, it was not obligated so to do by the agreement

of November 2, 1928.

Admittedly, if the stock dividend had not been dis

tributed the banker would have had a right of action

against the stockholders for damages for breach of

their covenants, but we assert without qualification

that neither the banker nor the stockholders would

have had any right of action against the corporation
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itself, since it made no covenants with respect to the

stock dividend.

This court, in Corporation of America v. McLaugJi-

lin, 100 F. (2d) 72, has stated positively that in

order that there shall be a taxable transfer of a right

to receive shares of stock the facts must show that the

party alleged to have transferred a right to receive

stock had the right to compel the corporation to issue

the shares to him, or a right to damages if the corpora-

tion declined to issue the shares. In the case at bar,

since no one had the right to compel the corporation

to issue the shares and no one had any right against

the corporation to damages if the shares had not been

issued, there was no "right to receive" the shares

which could have been the subject of a transfer.

Appellant's brief, at page 15, quotes from the Cor-

poration of America case. Appellee's brief does not

question the rule thereby established. Indeed, counsel

for appellee do not even cite the case.

Other Authorities Cited by Appellee.

At page 16 counsel cite and quote from Raybestos-

Manhattan, Inc., v. United States, 296 U. S. 60, 56 S.

Ct. 63, and Founders General Corp. v. Hoey, 300 U. S.
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268, 57 S. Ct. 457. We have already discussed the two

cases in appellant's brief beginning at page 27.

In addition to these two decisions counsel cite

five decisions of Circuit Courts of Appeals which de-

nied recovery by corporations in suits brought to re-

cover stamp taxes alleged to have been illegally as-

sessed and collected.

Four of the cited cases involved facts substan-

tially identical with those considered by the Supreme

Court in the Raybestos case. They are to be distin-

guished from the case at bar upon the same ground

that the Raybestos case is to be distinguished. The

four cases are Standard Oil Company of California v.

United States, 90 F. (2d) 57-1, United States v. Vortex

Cup Co., 84 F. (2d) 925, American Gas Machine Co. v.

Willcuts, 87 F. (2d) 924, and Brown Fence & Wire

Co. v. United States, 88 F. (2d) 1005 (for decision of

the lower court reciting the facts, see 9 Fed. Supp.

1008).

The fifth case cited by counsel is Consolidated Au-

tomatic Merchandising Corp. v. United States, 90 F.

(2d) 598. In that case the stockholders of an old cor-

poration furnished consideration for new stock to be

issued by a new corporation, and thus had the right to
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receive the stock of the new corporation. Having that

right to receive stock they directed that the stock of

the new corporation be issued directly to voting trus-

tees rather than to stockholders of the old corporation.

These facts are substantially the same as those con-

sidered in the Automatic Washer Company case, in-

cluded in the decision of the Supreme Court of the

United States in the Founders General case, supra.

The case is distinguishable from the case at bar upon

the same grounds as are discussed in appellant's brief

relating to the Automatic Washer Company case (see

Appellant's Brief p. 30).

Appellant's argument is not answered by a showing

that in some other cases involving different facts courts

have sustained the collection of taxes. As this court

pointed out in Corporation of America v. McLaughlin,

supra, a case on which appellee makes no comment, in

each case the taxpayer is entitled to an analysis of the

facts and a determination of the question of tax lia-

bility on the basis of existence or nonexistence of a

legal right in one to compel the corporation to issue

stock to him or answer in damages for failure to do so.

If there is no such legal right there is no "right to
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receive" stock which can be the subject of a transfer,

and in the nature of things there can be no taxable

transfer.

It is respectfully submitted that the judgment in

this case should be reversed.

Charles E. McCulloch
Fletcher Rockwood

Attorneys for Appellant

Carey, Hart, Spencer & McCulloch

Of Counsel for Appellant


